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FEDERAL TRANSFER PAYMENTS TO THE PROVINCES 
FOR HEALTH AND POST-SECONDARY EDUCATION: NEW TRENDS 


ISSUE DEFINITION 


Federal transfer payments to the provinces, particularly for health, education and 
equalization, are the main reason for the existence of the Federal-Provincial Fiscal Arrangements 
and Federal Post-Secondary Education and Health Contribution Act (hereafter the Fiscal 
Arrangements Act). The political and economic evolution of these transfer payments has shaped 
Canadian federalism, especially as they have sparked debate on centralization and the federal 
government’s spending power in areas of provincial jurisdiction. 

Although they originated in the post-war years, the fiscal transfers still being made 
today really developed in the 1960s and 1970s. A growing number of analysts now see these 
transfers as outdated economic tools, due for in-depth re-examination. They see transfer 
payments as belonging to a very different economic world from the one we inhabit today; in that 
older world, growth was creating substantial collective wealth, which made possible a welfare 
state -- when the economy is doing well, everything else does well too. But, as we all know, a 
big pie is much easier to share than a small pie, because the supply is less likely to run out and 
more likely to satisfy everyone. 

This document will examine the factors, symptomatic of greater trends, beginning 
to affect the two largest federal transfers to the provinces, Established Programs Financing 
(EPF) and Equalization Payments. Using statistics to determine the broad outlines of how 
transfer payments are evolving, the document will look mainly at the future; the historical and 
technical aspects of transfer payments, are more fully covered in other Research Branch 


publications. 
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BACKGROUND AND ANALYSIS 


An argument could be made for little change in the 1982 Fiscal 
Arrangements Act, in order to minimize federal-provincial tension. 
The renewal of the legislation follows a period of considerable 
friction in federal-provincial relations generated by controversy 
over major constitutional ... issues. ... As part of its overall 
strategy to reduce its budgetary deficit and shift its spending 
priorities towards economic development, the federal government 
has indicated that it wants to achieve significant savings in transfer 
payments to provincial governments ... 


These pertinent and apparently topical comments could have been made yesterday. 
But they come from a document entitled Financing Confederation - Today and Tomorrow, which 
was published by the Economic Council of Canada in 1982. 

The various federal transfer payments still comprise the major portion of the 
federal government’s program spending (i.e., all spending apart from servicing of the national 
debt). Transfer payments to individuals and transfer payments to various other levels of 
government (provincial, territorial, municipal) make up the largest share of the spending, or 
more than 55% overall (see Table 1). By comparison, the federal government’s operating 
expenditures and capital expenditures (apart from National Defence) represent only 16% of total 
program spending. 


TABLE 1 


1994-95 Main Estimates . 
| (as % of total) 


Transfers to other levels of 
} government 


| Transfers to individuals 


Other transfers 


Total program expenditure 
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Even after various cuts and freezes, EPF and Equalization Payments remain the 
two biggest components of transfer payments to the provinces; in 1994-95 they still represent, 
from the cash standpoint alone, 60% of such payments. Transfer: cash payments for EPF and 
Equalization Payments represent almost 15% of the federal government’s total program 
expenditures in 1994-95. 

After more than a decade of discussion, the political debate over transfer payments 
has scarcely altered at all. Canada’s economy, on the other hand, has altered dramatically, and 
now more than ever it is the economy that must dictate how federal transfer payments are - 
financed. At the convention held in the summer of 1993, the Canadian Medical Association 
argued that the country’s health insurance system will soon be colliding with economic reality 
and cannot be maintained in its present form. We might add that the collision has already taken 
place. 

This situation is likely to call into question some of the policies that have 
traditionally underlain Canada’s federal system. If the federal government and the provinces 
really want to improve the financing of the health and education sectors, they will have to start 
questioning some of those policies. 

Let us now look at the recent evolution in public finances and analyze the effects 
this evolution has had and will have on fiscal transfers. 


A. The Start of the Changes: The 1980s 


By the early ’80s the federal deficit had already started to balloon, reaching 8.7% 
of the Gross Domestic Product (GDP) in 1984-85. After hesitating for a long time, decision- 
makers realized they had no choice but to give in to the dictates of public finances with respect 
to transfer payments. The Canadian case is not unique: other countries whose transfers for 
social programs had grown dramatically, for example, Sweden, Finland and France, have had 
to face the task of putting their public finances on a sounder footing. What is not yet certain is 
how far each country will have to take this restructuring. For Canada the challenge is twofold, 
because it involves rethinking some of the underpinnings of our federal system; this in part 


explains the slow pace of economic reform here. 
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Between 1975 and 1985, program spending grew at an annual rate of 13.8%. It 
is thus not surprising to note that it represented 19.6% of GDP in 1984-85. During the same 
period, the federal government spent $1.33 on programs for every dollar collected from the 
taxpayer. It was the increases in the two chief types of transfer payments, (i.e., to individuals 
and to other levels of government) that had the effect of raising federal spending as a whole. 

It is even less surprising to note that one aspect of the Expenditure Control Plan 
announced in the budget of February 1990 and expanded in the 1991 and 1992 budgets affected 
these transfers. It did so, however, by focusing on transfers to the provinces, a less politically 
and electorally risky approach than tackling transfers to individuals, although risky enough, 
given the fragility of federal-provincial relations. 

Ottawa began targeting transfers to the provinces in the mid ’80s. In 1984, 
without consultation, it amended the Fiscal Arrangements Act to make it subject to the 


six-and-five program. Only EPF’s education facet was affected by the new restrictions; health 


_ was.then still untouchable. 


However, the six-and-five program was primarily an anti-inflation measure. It was 
not until the May 1985 budget that the federal government first voiced its intention to limit 
increases in federal contributions to post-secondary education and health care. Bill C-96, which 
received Royal Assent on 27 June 1986, crystallized the strategy of reducing federal transfer 
payments: under the changes that were made at that time, EPF transfers continued to be tied 
to economic and demographic growth, but the rate of increase per capita was two percentage 
points lower than in the previous formula. 

Then came the renewal of the fiscal arrangements for the period 1987 to 1992, 
and the announcement that Equalization Payments would be increasing at an annual average of 
from 5 to 6%, or more slowly than the provinces expected. When he tabled Bill C-44, which 
received Royal Assent on 14 April 1987, Finance Minister Michael Wilson announced that 
Ottawa was forgiving the provinces a $270-million overpayment it had made to them in the two 
previous years. 

In its budget of April 1989, the government persisted with its intention of reducing 
the growth rate of transfer payments under EPF. The tabling of Bill C-33, on 27 June 1989, 
constituted in a way “Phase II" of the federal financial strategy for controlling the deficit by 
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reducing fiscal transfers to the provinces; that was when people began talking about 
"downloading the deficit onto the provinces. " In calculating transfers, an “escalator” is used; 
this escalator is a moving average of per capita GNP growth, based on the three calendar years 
preceding the current fiscal year. Bill C-33 would have brought increases in transfers down by 
another point from. the formula established in Bill C-96. For the 1990-91 fiscal year the 
escalator would have been: . 

(1989 per capita GNP) 


the cube root of: less 0.03. 
(1986 per capita GNP) 


The provinces reacted vigorously to this new retrenchment, which would weaken 
their own public finances. Quebec was among the first to establish that the federal government’s 
withdrawal from the funding of health and post-secondary education could eventually breach the 
federal-provincial agreements. As will be seen further on, federal withdrawal also makes it more 
difficult to impose national standards. 


B. The 1990s: After Cuts, a Freeze 


The budget of 20 February 1990 disrupted the scenario set out in Bill C-33 by 
freezing per capita EPF transfers at their 1989-90 level for two years. Bill C-69, which was 
tabled 15 March 1990 and received Royal Assent 1 February 1991, repealed Bill C-33 and 
introduced a transfer growth rate equal to that of the growth rate of the population of each 
province, i.e., about 1.0% at the national level. 

Nor did it take long before another change was introduced into the EPF transfer 
payments system: the February 1991 budget extended to 1994-95 the freeze on EPF entitlements 
already imposed for the years 1990-91 and 1991-92. The federal government hoped to make 
savings in the order of $2.34 billion over five years, and the freeze was the budget’s major 
expenditure-reduction measure. Bill C-20, An Act to amend certain statutes to implement the 
budget tabled in Parliament on February 26, 1991, received Royal Assent on 17 December 1991. 

This virtually non-stop series of cuts and freezes in federal government transfers 
to the provinces pushed the federal government into a corner; it realized that it risked losing 
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control over national standards in health care, should cash transfers to any province cease 
entirely. It therefore took care to include in its bill a provision deeming other federal transfer 
payments to the provinces to be payments within the meaning of the Canada Health Act. 

A number of analysts have calculated the amounts saved by the federal 
government (or lost: by the provinces, depending on the point of view) as a result of altering the 
growth rate of transfer payments to the provinces. According to a methodology based on 
progressive calculation, i.e., taking into account the changes as they occurred and comparing 
them with the previous state of affairs, the federal government would seem to be saving in the 
neighbourhood of $22 billion through not making payments to the provinces for health and 
higher education over the period 1985 to 1994 (see Table 1A at the end of the text). It should 
be made clear at this point that the amount will vary, depending on adjustments that go along 
with the calculation of transfers. Also, it should be noted that the provinces, after having loudly 
and doggedly protested against the freeze, modified their objections when a revision upward of 
the provincial populations meant a larger increase in transfer payments. 

In its April 1993 budget, the federal government did not introduce any further 
restrictions on its transfers to the provinces, but it did provide for consideration of "potential 
reforms to the major federal-provincial transfers ... not only to adapt them to economic and 
fiscal circumstances but also to find ways to make them meet the needs and priorities of 
Canadians more effectively." 

This consideration would be nothing more nor less than a cost-benefit analysis of 
Canada’s federal system. This is a complex challenge, with many possible pitfalls, and involving 
concepts like universality, fairness, efficiency, accessibility and identity. | 


C. The Impact of Trends in EPF Transfer Payments 


The urgency of the situation must not be underestimated, especially in the health 
and education sectors; but the federal government’s ability to find quick, valid solutions that are 
acceptable. to all should not be overestimated either. The long and tortuous history of federal 
provincial relations is unfortunately marked by decisions that have nothing to do with a search 


for balance in the use of our resources. But the changes made in fiscal arrangements in recent 
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years have been motivated by the fight to reduce the deficit and have not been part of the 
traditional constitutional debate. For that reason the changes must be viewed as a search for a 
new economic balance between the central government and the provinces. 

This is particularly true in the health and education sectors, where resource use 

is often far from optimal. The inefficiency has its roots in the unconditional nature of the 
transfers, but also in the provinces’ reliance on money from Ottawa to the point that they now 
regard transfer payments as an integral part of their budgets. In the 1970s and 1980s, which 
were marked by periods of strong economic growth, this method of financing encouraged the 
establishment of health-care and educational institutions and services that have now become too 
expensive to maintain. Abundance, or what was perceived to be abundance, also affected 
decisions by officials who often lost sight of what was really at stake. For example, in the health 
sector it was easier to allocate resources to cure than to prevention; however, now it is 
recognized that the best health plans devote a large share of their resources to prevention, with 
the obvious goal of reducing long-term costs. 

What worked yesterday does not work today, and what was taboo in the past is 
accepted today. This applies to the federal transfer payment system, which, after having its 
successes, is now coming up against failures. Few people would dispute that to rectify the 
inefficient allocation of resources it is urgent that we put our public finances on a sounder 
footing so as to create an economic environment that will contribute more to efficiency and 
growth. However, the way to achieve this may not be compatible with certain political and 
social, or provincial, expectations. 

This is best seen in the opposing viewpoints of Ottawa and the provinces. While 
the former speaks of “a national solution to the national debt problem," the latter, like the 
Quebec government in its most recent budget, think rather that “federal transfers are part of the 
problem of [provincial] public finances. They should be part of the solution." These are subtly 
different perspectives, and very illustrative of the Gordian knot presented by federal-provincial 
fiscal arrangements. 

The federal government would seem to be feeling more and more trapped by its 
policy of imposing national standards, as indicated by its tabling of Bill C-20 and its desire, 
announced in the April 1993 budget, to reconsider the financing of transfer payments. There is 
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something absurd about this wrestling over the maintenance of national standards, which, in the 
opinion of a number of commentators, do not reflect current economic realities and are still less 
compatible with the federal government’s intention to fight the deficit. When there is a financial 
problem at the macro-economic level, and artificial barriers prevent signals from getting through 
to the micro-economic level (or worse still impose restrictions that make the search for greater 
efficiency virtually hopeless), it is very difficult for administrators, whether provincial or local 
(hospital managers, school trustees) to make suitable changes in the allocation of resources. 

For the moment, the trend is toward reduction of the federal government’s deficit, 
partly at the expense of EPF. But there is a limit to what this strategy can achieve if certain 
fundamental principles like the accessibility, universality, transferability and comprehensiveness 
of the public health-care system are not rethought. Efficient resource management must be 
achieved through such rethinking. To deny this is to deny economic reality; it amounts to 
turning our backs on the very foundation of federalism. 


D. Outlook for the Future 


Future discussion of Canada’s social safety net will continue to be played out 
against the backdrop of the same dilemma: the choice between running a deficit and controlling 
federal transfer payments. The process has already started: in its budget of 26 April 1993, the 
federal government undertook discussions with the provinces on reforming the major 
federal-provincial transfers. 

Canada’s social safety net, particularly as regards health care, has long been the 
envy of many industrialized countries, but for some years now it has resulted in inefficiency that 
is weakening the fabric of federalism. The federal government and the provinces now have an 
obligation to find, and find quickly, grounds for agreement that will enable a better allocation 
of resources in the sectors of health, education and equalisation, and that will favour the 
well-being of Canadians. 

The debate is not new, but it has probably reached its breaking point. What is 


new, on the other hand, is the context of the discussion, which is made up not of constitutional 
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concerns but economic considerations. This is a new trend and one that is surely a harbinger of 
things to come. 


In the coming years, economic rationality will have to win out over constitutional 


concerns. If the central government wants to reduce transfer payments, it will have to rethink 


standards that have.become incompatible with economic reality and make them more flexible. 


It may also have to rethink the strategy of establishing new standards, which is currently being 
- discussed with respect to the education sector. 


Ottawa has reached an important stage, which consists in openly acknowledging © 
that it simply no longer has the financial power to maintain its spending power in areas of 


- provincial jurisdiction, as is clearly proven by the dwindling of payments under EPF, the result 


of its partial but progressive withdrawal from this sector (see Figure 1). Economically, in its 
fight to reduce the deficit, Ottawa has already acknowledged this, as the April 1993 budget made 


. Clear. 


Although it is not easy to forecast where the federal government will concentrate 


— its efforts in pursuing the war on the deficit, it is undeniable that EPF has been the first target, 


and everything suggests that EPF and other types of federal transfer payments will continue to 
be particularly under attack. Figure 2 demonstrates this fact clearly: federal transfer payments 
are still an attractive and substantial area for possible cuts. 

An initial solution that might suggest itself to the federal government would be 
a rethinking of its spending power and a revision of its health-care standards, which sometimes 
result in inefficiency, so as to give administrators of health-care facilities more flexibility. It is 
increasingly obvious that when certain health-care services are apparently free and universal, 
demand often runs out of control and pushes costs up. This poor use of resources leads 
ultimately to reduced services; thus, even though the principle of universality is being respected, 
the quality of care makes social programs only a pale shadow of what they ought to be. 

There is no thought of renouncing a health-care system that is the envy of many 
countries, but rather of making the system more open and more efficient, by sending the right 
signals to users of the services. These signals will make it clear that, though public funding can 


continue, it can no longer satisfy the same level of demand for services. 


LIBRARY OF PARLIAMENT 
BIBLIOTHEQUE DU PARLEMENT 


“wewennue jPNUEIOd = ves quewennue enjoy -e : 


IGNadS IVINOLIMHAL/IVIONIAOHd IVLOL 40 soa otad v Sv 
ida 403 SNOLLNSILLNOS waadad | 


juaoiad 


LIBRARY OF PARLIAMENT 
BIBLIOTHEQUE DU PARLEMENT 


11 
FIGURE 2 


FEDERAL EXPENDITURES BY TYPE OF PAYMENT 1994-1995 


All Other Departments 
National Defence —- 19.0% 


“crown Corps” -Jo'@ther-kevels-of- Government 
| 3.0% 18.0% 


Public Debt Charges § 
25.0% 


26.0% 
To Persons 


Demand brings us to supply. Controlling supply could be a useful way to 
approach reform, and has the potential for generating major gains, particularly in the health-care 
sector. According to an increasingly common view among health sector analysts, 
overconsumption of health-care services may not be due principally to users but to the working 
methods of health-care professionals. The Canadian Medical Association claimed recently that, 
though considerable effort has been expended on reducing expenditure without diminishing the 

quality of care, there is a limit to possible ways of spending more intelligently. Many observers 
~believe; however, that there +s-still-room-for increased efficiency. 

The Canadian Public Health Association, for instance, claims that a third of all 

health-care sector expenditures go on needless services that have no real link with patients’ 


health. Managers thus have some room in which to manoeuvre, which they can use to change 


i 
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attitudes developed in the days when public funding allowed for almost everything. It is not the 
technology or the scientific knowledge that is lacking but rather the administrative know-how. 
The governments of Ontario, Quebec and British Columbia took this route when 
they introduced cost controls and internal audits to bring about more efficient use of resources 
in their respective. health-care sectors. More recently, the Atlantic provinces reached an 
agreement on sharing certain emergency medical services, so as to avoid costly duplication. 
Cost control requires data. The notion of price has to be reintroduced into areas 
supported by public funding, because price represents the ultimate reality in the balance of 
power between those providing a service and those using it. It may not even be necessary for 
the user to pay his own costs directly (the capacity to pay is more an issue of equity than optimal 
allocation of resources) but it is imperative that the cost of the services offered be better known 


if users and providers are going to be able to change their attitudes to consumption and 


production. 


Although this second approach is politically more difficult, it is more effective. 
Given the economic trends of the ’90s, which are increasingly focused on total quality, minimum 
cost and fighting inflation, the traditional equation of "good political decisions = bad economic 
decisions" could well be overturned; in this case it would become politically correct to choose 
policies that were also economically correct. 

Another approach, totally different and not very likely, would be for the federal 
government to adopt a fiscal strategy that would dramatically change the way in which transfers 
have traditionally been shared out. 

The existing policy for EPF transfers does not take into account the provinces’ 
differing fiscal capacity. What is more, the per capita cuts and the freeze have not shifted more 
of the burden to the richer provinces, although the 5% limit for the better-off provinces under 
the Canada Assistance Plan is a step in that direction. In 1994-95, almost 60% of federal transfer 
payments under EPF went to the three wealthiest provinces, Ontario, Alberta and British 
Columbia (see Table 2A). 

In 1991-92, the GST brought in net revenues of $14.9 billion, while federal 
transfer payments for health, by an interesting coincidence, also totalled $14.9 billion. The 
federal government could thus take a radically new direction and replace the GST -- which is 
not meeting financial expectations, has not had the anticipated stimulating effects, and has 
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created an administrative mess -- with a true national tax that would (for instance) serve to fund 
health-care services. The idea of a national retail-level sales tax, simpler and more efficacious 
than the GST and administered jointly by the provinces and the federal government, was 
suggested in 1966 by the Royal Commission on Taxation (the Carter Commission). By looking 
again at this idea and adapting it to today’s economic situation, the federal government and the 
provinces might come up with a powerful economic instrument for financing Canada’s health 
system. The less-well-off provinces would have more trouble managing because their tax bases 
are smaller than those of the wealthier provinces, but as already noted, the current per capita 
freeze does not allow for the differing fiscal capacity of the poorer provinces anyway. On the | 
other hand, equalization that did take into account the fiscal capacity of each province would be 
more likely to smooth out regional disparities and would thus better serve the basis of Canadian 
federalism. | 

However revolutionary it may seem, the approach we have just described could 
offer a new basis for federal-provincial relations, making it possible to revitalize part of a federal 
transfer system that is not able to respond to the demands now imposed as the year 2000 
approaches. Moreover, following their meeting in St. John’s, Newfoundland, in August 
1995, some of the provincial premiers stated that the federal government ought to cut its 
spending by allowing the provinces to manage the new economic reality, particularly with 
regard to health care. 


PARLIAMENTARY ACTION 


In his October 1994 discussion paper entitled "Improving Social Security in 
Canada," the Hon. Lloyd Axworthy, Minister of Human Resources Development, raises the 
possibility of a new approach to funding for post-secondary education. It was the federal 
budget brought down on 27 February 1995, however, that sounded the death knell for the 
EPF program in its current form. In the budget, the government gave notice that transfer 
payments to the provinces, made currently under the EPF program and the Canada 
Assistance Plan (CAP), would be replaced by the "Canada Social Transfer" beginning in 
1996-1997. (Note: The Budget Implementation Act, 1995 refers the "Canada Health and 
Social Transfer"; in this document, we will use the term "social transfer" or "CST".) 
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The CST is intended to provide block funding to the provinces to afford them 
greater latitude in the delivery of social programs. Paradoxically, the federal government 
intends to continue to enforce national health care standards. Figure 2A shows how the 
CST may evolve over time. 

The amount of $26.9 billion earmarked for the CST in 1996-1997 was set 
more or less arbitrarily, but was confirmed in the Budget Implementation Act, 1995. 
According to the legislation, | the CST will be distributed in the proportions that the 
provinces should have received in 1995-1996 under the EPF and the funds that they 
received under the CAP in 1994-1995. Consequently, the shortfall faced by Ontario and 
British Columbia because of the CAP ceilings imposed over the last few years will likely 
continue under the CST. With regard to Quebec, the reduced federal transfer payments 
from the adoption of the CST may mean that the tax portion (tax points) of the transfers 
will exceed total entitlements more quickly than anticipated - even as early as the turn of 
the century, according to some estimates. If the trend were to continue, not only would 
Quebec cease to receive cash transfers, but, because of its unique situation in regard to the 
special rebate of 8.5%, it might in theory actually have to reimburse the federal 
government. At the moment, however, this issue is politically explosive and highly 
speculative. 

Although the federal budget projected an amount of $25.1 billion for the CST 
in 1997-1998, it has remained silent about how the funds are to be distributed. Future 
legislation is anticipated to approve the amount. Finally, the federal government has 
indicated that it would consult with the provinces in drawing up a formula for distributing 
the CST in subsequent years. Some analysts believe that the current transitional formula 
may point the way for the future. 


CHRONOLOGY 


1993 - In its budget of 26 April 1993, the federal government indicated that, in 
conjunction with the provinces, it would be examining possible reforms to the 
major transfer payments. 


1994 - The equalization program was renewed for five years. 
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1995 - In its February budget, the federal government announced the adoption 
of the "Canada Social Transfer," beginning in 1996-1997. 
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